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Population (mid-1987): 
65,607 sq km 


Area: 
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SRI LANKA: KEY ECONOMIC INDICATORS 


In millions of Sri Lankan Rupees unless noted 


16 ,400 ,000 


Per capita GDP (1986): $363 


1987 


1985 1986 Proj. 


Domestic Economy 


GDP at current factor costs 
Capital formation 

GDP at constant 1982 factor costs 
Real GDP growth rate (%) 


Money, 


Prices and Government Finance 


M2 growth rate (%) 
Retail price index (% change) 
Government deficit (% of GDP) 


Balance of Payments ( 


Exports 


millions ) 


To United States 


Imports 


From United States 
Trade balance 
Current account balance 
Foreign investment 
Foreign aid (grant and loan) 
From U.S. 


External debt 


(year end) 


Debt service 


Official reserves 


{year end) 


Exchange rate (Rs.= $, average) 


148 ,321 
39 ,558 
109 ,570 

5 


1,315 
282 
2,044 
125 
-~729 
-602 
25 
474 
96 
3,500 
368 
451 
27.16 


163,713 
38,457 
114,261 
4 


1,204 
303 
1,957 
117 
-753 
-595 
a9 
536 
54 
4,100 
457 
353 
28.02 


190 ,000 
42,326 
118 ,300 

4 


1,300 
300 
2,000 
110 
-~700 
-550 
25 
500 
32 
4,500 
540 
266 
29.40 


Main imports from the United States (1986): wheat ($33 million), 
aircraft and aircraft parts ($17 million) 


Main exports to the United States (1986): 


($227 million), tea ($12 million) 


Sources: 


Central Bank, Customs, 


Embassy estimates 


textiles and garments 
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(This report was prepared prior to the July 29, 1987 Indo-Sri 
Lankan Accord for the cessation of hostilities in Sri Lanka.) 


Summary 


The Sri Lankan economy performed sluggishly in 1986. Growth 
Slowed to its lowest rate in nearly a decade. Agriculture led 
the slowdown. Rice production dropped, while depressed world 
prices lowered plantation sector earnings. Manufacturing 
performed strongly, with the textile subsector posting robust 
growth. In the balance of payments, declines in exports and 
imports largely offset each other. Garments outperformed tea, 
Sri Lanka's traditional number one export. Despite over $500 
Million in foreign assistance, the current account remained in 
severe deficit and foreign exchange reserves dwindled further. 
Rising defense expenditures strained the budget. While money 
Supply growth eased, inflation picked up, partly because of 
deficit financing. Prospects for 1987 include modest growth, 


heightened inflation, and a continuing balance-of-payments 
deficit. 


Sri Lanka's ethnic dispute, now in its fourth year, contributed 
to the economy's poor performance in 1986. Terrorist violence 
has discouraged tourism and foreign investment. In the long 
term, structural imbalances like a narrow export base and a 
bloated public sector are major impediments to sustained 
economic growth. 


Relations between Sri Lanka and the United States are 
excellent. In 1986 the United States ranked first among 

Sri Lanka's markets and second among its suppliers. Sri Lanka 
offers a modest but growing market for U.S. products. Its 
attractiveness to U.S. investors will increase when the ethnic 
dispute is resolved. 


PART A - CURRENT ECONOMIC SITUATION AND TRENDS 


Political Setting: Sri Lanka is a parliamentary democracy with 
a strong executive president. The current government was 
elected in 1977 on a platform of economic liberalization. 

Since 1983, however, it has grown preoccupied with the 
country's ethnic crisis. Tamil separatist activities center in 
the East and North but other areas of the country, including 
Colombo, have been the scene of terrorist incidents. The 
government is committed to a negotiated settlement of the 
ethnic dispute. General elections are set for 1989. 
Internationally, Sri Lanka follows a policy of nonalignment. 
U.S.-Sri Lankan relations are excellent, 
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Recent Economic Performance: Economic performance in 1986 was 
the poorest since 1977, with real growth dropping to 4 
percent. Growth by sector varied widely. Indicators of 
sectoral growth during 1985-86 in terms of output and nominal 
value follow. All figures are percentage changes over the 
preceding year: 


1985 1986 
Output Value Output Value 


Agriculture 10 2 4 6 
Tea 2 -18 -l -13 
Rice 10 12 -3 7 

Manufacturing 5 8 14 
Tree crop processing -8 0 -3 
Factory industries 1/ 10 12 21 

Public administration 2/ 20 19 25 

Utilities 25 7 10 

Other services 3/ 0 -4 6 

GDP 6 4 10 


Notes: 1/ Includes textile subsector, 2/ Includes defense, 
3/ Includes tourism 


Source: Central Bank 


Production of rice, Sri Lanka's staple cereal, experienced a 
setback in 1986. A decrease in the area harvested offset a 
Marginal increase in average yield. The unsettled security 
Situation in northern and eastern Sri Lanka caused most of the 
2.5 percent drop from 1985 production. Despite giant strides 
over the last 5 years, self-sufficiency in rice proved elusive 
again. 


The plantation sector performed poorly in 1986. Tea production 
was down only fractionally but because of low prices the 
sector's earnings dropped over 10 percent. For much of 1986 
Colombo auction prices were below producer costs. The downward 
trend in world tea prices was exacerbated by the "tea scare" 
early in that year when Tamil separatists claimed (falsely) to 
have poisoned Sri Lankan tea exports. Earnings from coconut 
production also showed the effects of depressed prices. They 
dropped a third, despite a marginal increase in output. Rubber 
production was roughly constant, while buoyant prices led to a 
modest growth in earnings, 


Output in the manufacturing sector increased by 8 percent in 
1986. Value rose by 14 percent. Growth was enjoyed by private 
and public sector alike. The textile subsector led industrial 
growth, with both output and value rising over 20 percent. 
While output in the petroleum subsector--chiefly production at 
the country's oil refinery--increased 7 percent, earnings 
dropped because of low international prices for petroleum 
product. 
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Performance in remaining sectors was mixed. Construction 
remained depressed. This reflected the completion of most 
major capital projects associated with the Accelerated Mahaweli 
Development Program, a major irrigation project. The transport 
sector also grew slowly, in part because of the security 
Situation in many parts of the island. On the other hand, 
utilities performed strongly because of lower petroleum import 
prices and increased utilization of hydroelectric power. 

Public administration grew dramatically due to burgeoning 
defense expenditures. The tourist sector remained weak. 


Balance of Payments: The balance of payments remained in 
deficit in 1986. Exports and imports declined because of drops 
in world prices for tea and oil respectively. Earnings from 
rubber exports remained about the same ($94 million), 
reflecting stable international prices. The value of coconut 
exports, on the other hand, fell dramatically from $88 million 
to $57 million despite roughly constant export volume. 
Garments overtook tea as Sri Lanka's number one export by 
value. Earnings from tourism and direct foreign investment 
remained at depressed 1985 levels. Remittances from Sri 
Lankans working abroad were strong. Debt service reached 
worrisome levels at nearly 30 percent of export and service 
receipts. 


Despite over $500 million in foreign assistance, the overall 
balance remained negative and official foreign exchange 
reserves dropped to about two months worth of imports by the 
end of 1986. A breakdown of Sri Lanka's sources and uses of 
foreign exchange in 1986 follows. All figures are in millions 
of dollars: 


Sources Uses 


Foreign aid Debt service 
Garments exports Petroleum imports 
Tea exports Machinery imports 
Remittances Textile imports 
Rubber exports Wheat imports 
Petroleum reexports Sugar imports 
Tourism Transport imports 


Source: Central Bank 


The direction of Sri Lankan trade remained unchanged in 1986. 
The United States and Japan strengthened their positions as Sri 
Lanka's number one market and supplier respectively. 


The Sri Lankan rupee depreciated against most major currencies 
in 1986. The rupee's strong linkage to the dollar, which had 
led to its appreciation of several major currencies in the 
early and mid-1980s now led it in the opposite direction. The 
rupee fell about 5 percent against the dollar but nearly 25 
percent against the mark and yen, 
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Investment: Domestic capital formation rebounded somewhat in 
1986. It rose to about 26 percent of GDP, the average for the 
last decade. Direct foreign investment during 1986 remained 
less than half its 1982 peak. 


Budget: Overall budgetary performance. improved in 1986. 
Government expenditure, revenue, and the budget deficit all 
declined as a percentage of GDP. Growth in recurrent 
expenditure fell below initial estimates. Revenue exceeded 
projections due to unexpectedly high revenues from import 
duties. Despite the improved performance, the deficit, at 17 
percent of GDP, remained a cause of concern. Fiscal 
performance in 1986 clearly reflected a growing strain on the 
budget as two items--debt service and defense--have grown to 
dominate expenditure. Official debt rose to over 160 billion 
rupees by the end of 1986. The following illustrates budgetary 
performance in terms of GDP. Figures for 1987 are based on 
official estimates. Debt service and therefore expenditure 
include capital repayments: 


1985 1986 1987 


Revenue 25 25 23 
Expenditure 45 42 37 
Defense 5 6 6 
Debt service 10 ll 9 
Deficit 20 17 14 
Foreign finance 9 8 8 
Domestic finance ll 9 6 


Source: Central Bank 


Money and Prices: Growth in broad money slowed to 5 percent in 
1986. This was less than half the 1985 rate. Public and 
private sectors shared in the modest increase in domestic 
credit. A decline in net external assets of the banking 
sector, reflecting the overall balance-of-payments deficit, had 
a contractionary monetary effect. Despite the modest growth in 
money supply, inflation picked up in 1986, in part a result of 
deficit financing. The official retail price index rose eight 
points. Many observers believe the inflation rate to have been 
higher. Increasingly expensive imports and high food costs led 
the price push. 


Employment: There are no reliable figures for unemployment in 
Sri Lanka. Semiofficial estimates put it at around 20 
percent. Tnis probably understates unemployment, particularly 
among Sri Lankan youth. Provisional data indicate that 
government and private sector employment grew in 1986. 

Whether these increases were sufficient to lower overall 
unemployment is unclear. Over 150,000 young Sri Lankans reach 
working age each year. 
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Prospects: Economic growth should remain modest in 1987. 
Because Of drought in many areas of the country, rice output is 
projected to drop even further than in 1986. Tea prices rose 
in late 1986 and early 1987 but may have peaked. Rubber prices 
remain buoyant, but those for coconuts have continued their 
decline. Other sectors should perform much as in 1986. 
Textiles continued to grow robustly in early 1987. However, 
this subsector's prospects are clouded by the vagaries of 
international demand for garments and protectionist sentiment 
in developed countries. 


The improved budgetary performance of 1986 will be difficult to 
maintain in 1987. The Government's commitment to meet 
additional defense requirements without raising total 
expenditure will require severe discipline. Additional 
inflationary financing may prove necessary. Growth in broad 
money supply is on the rise, and inflation is likely to 
accelerate. The balance of payments is unlikely to improve 
Significantly. An increased petroleum bill should offset the 
improvement in tea prices. Debt service should remain at about 
30 percent, and foreign reserves should continue co dwindle. 


The economy remains crippled by structural imbalances. Witn 
the exception of garments, the export sector remains dominated 
by plantation crops subject to long-term price declines. While 
gem exports have proven a steady source of export earnings, 
they have shown no consistent growth during the last decade. 
Public expenditure still consumes more tnan 40 percent of GDP. 
The Government is actively considering a number of reforms to 
address these and other structural imbalances. It has 
approached the International Monetary Fund and the World Bank 
for the financial assistance necessary to achieve economic 
adjustment. The Government's ability to follow through with 
wide-ranging and perhaps even painful reforms is limited by the 
ongoing ethnic crisis and the prospect in 1989 of the first 
general elections in a decade. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Trade: The United States is Sri Lanka's largest trading 
partner. In 1986 over $300 million worth of Sri Lankan goods 
were exported to the United States, about 25 percent of all 
exports. Garments were nearly 75 percent of the total. Tea, 
in part because of the "scare" of early 1986, came in a poor 
second at $12 million. U.S. exports to Sri Lanka have been 
dominated by wheat sales, which totaled $34 million in 1985 and 
$33 million in 1985. Most U.S. wheat sales have been financed 
under the PL-480 concessional loan program. In 1986, nowever, 
the U.S. Department of Agriculture (USDA) agreed to subsidize 
125,000 metric tons of commercial wheat exports to Sri Lanka 
under the Export Enhancement Program. USDA agreed to subsidize 
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another 95,000 metric tons in early 1987. The second largest 
U.S. export item in 1986 was aircraft and aircraft parts, 
valued at $17 million. 


With a population of 16.5 million and a per capita GDP of less 
than $400, Sri Lanka offers a modest market. Nevertheless, as 
a growing, relatively open economy, its demand for imports can 
be expected to rise in the medium to long-term. While the 
import of consumer goods may be constrained by depreciation of 
the rupee and domestic credit policies, any sustained economic 
growth will be coupled with heightened demand for capital and 
intermediate goods. 


With the completion of most of the major infrastructure 
associated with the Accelerated Mahaweli Development Program, 
the halcyon days for large capital projects may be over. A 
number of projects have been considered for Trincomalee, a port 
on the east coast, including a coal-fired power plant and a new 
international airport. Because of the unsettled security 
Situation in eastern Sri Lanka, these projects are now on the 
shelf. Nevertheless, a number of modest donor-financed 
projects in the areas of sanitation, municipal management, and 
health care may be of interest to U.S. firms. 


Sri Lanka 1s relatively open to foreign trade. The current 
government swept away most foreign exchange and import controls 
shortly after coming to power in 1977. Tariff protection for 
domestic industries still impedes full access to the Sri Lankan 
market, though few U.S. goods are affected. The tariff 
schedule was streamlined in 1984, Further revisions, aimed at 
rationalizing protection, are currently under consideration. 


The dollar's slide against major currencies, particularly the 
yen, should improve the competitiveness of U.S. firms. We have 
identified the following products as having high market 
potential: 


Automated data processing and business equipment 
Agricultural equipment and related products 
Telecommunications equipment 

Security equipment 

Food processing and packing equipment 
Pharmaceuticals and medical equipment 


Investment: To date, U.S. investment in Sri Lanka has been 
modest. Interest rose after the current government assumed 
power in 1977. Several U.S. firms opened plants in the 
country's free trade zones. Sri Lanka's unsettled security 
Situation since 1983, however, has diminished Sri Lanka's 
attractiveness to potential foreign investors. Should the 
government succeed in its efforts to negotiate a settlement of 
the ethnic dispute, this trend should reverse. 
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The Government actively seeks foreign investment and offers a 
wide range of tax and other concessions. While most foreign 
investment to date has been in the garment sector, the 
government is encouraging investment in other fields, including 
electronic assembly and food processing. 


Two government bodies are responsible for foreign investment in 
Sri Lanka. The Greater Colombo Economic Commission (GCEC) 
manages the country's free trade zones. Factories in the zones 
can have up to 100 percent foreign ownership. The Foreign 
Investment Advisory Committee (FIAC) handles foreign investment 
outside the zones. FIAC-approved ventures normally limit 
foreign participation to a minority share, though exceptions 
can and have been made. Interested U.S. firms should contact 
both these bodies 1f considering investment in Sri Lanka, 


In early 1985 Sri Lanka and the United States signed a 
bilateral tax treaty which provides relief from double 
taxation. While approved by the Sri Lankan Parliament in 1986, 
it still awaits ratification by the U.S. Senate. A bilateral 
investment treaty between the United States and Sri Lanka has 
been under discussion for several years. Should a treaty be 
successfully concluded, it will provide an additional incentive 
to U.S. investors, 


U.S. businesspeople are encouraged to contact the Embassy's 


Commercial Section for further information on investment and 
trade opportunities in Sri Lanka. Inquiries should be sent to: 


U.S. Embassy 

210 Galle Rd. 

Colombo 3 

Sri Lanka 

Telephone: 548007 
Telex: 21305 AMEMB CE 


The Commercial Section can also be contacted through the U.S. 
State Department as follows: 


U.S. Embassy Colombo 
Department of State 
Washington DC, 20520 
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